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SUBJECT: Taxpayers’ Bill of Rights/Shift Burden of Proof

SUMVARY

This bill would incorporate into state |l aw sone of the federal Taxpayer Bill of
Ri ghts 3 provisions proposed by Congress. Specifically, this bill would:

1. Under certain circunstances, shift the burden of proof fromtaxpayers to the
departnent in court proceedings (Section 18404). See Burden of Proof on
page 2.

2. Expand the “innocent spouse” relief provisions by allow ng proportioned
relief (Section 18533). See |Innocent Spouse on page 6.

3. Declare the intent of the Legislature that, by year 2007, 80% of all returns
should be filed electronically. |In addition, require the departnent to
include in its annual report to the Legislature both the departnent’s
progress of achieving the goal and | egislative changes necessary to assi st
in meeting the goal (Section 18621.5). See Electronic Filing on page 8.

4. Suspend the statute of |limtations for refund clains for a period where the
taxpayer is suffering from physical or nmental inpairnent that is expected to
result in death or to last for a continuous period of at |east one year
(Section 19310). See SOL/Financially Disabl ed Taxpayers on page 10.

EFFECTI VE DATE

This bill would be effective January 1, 1999.

LEG SLATI VE BACKGROUND

In 1988, Congress enacted a Taxpayers’ Bill of R ghts (TBR) for | aws admi ni stered
by the Internal Revenue Service (IRS). Using the proposed federal TBR as a
springboard, California enacted a Taxpayers’ Bill of R ghts for |aws adm nistered
by FTB and Board of Equalization (BOE), generally effective January 1, 1989.
Subsequent |y, the Enpl oynent Devel opnent Departnment (EDD) TBR was enact ed.
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On July 30, 1996, Congress enacted TBR 2 to provide for increased protection of

taxpayer rights in conplying with the Internal Revenue Code (IRC) and in dealing
with the IRSinits admnistration of the tax | aws. In 1997, California enacted
| egislation (AB 713, Stats. 1997, Ch. 600) to conformto TBR 2 where applicable.

Currently, Congress is proposing |legislation to further expand taxpayer rights
and to restructure the IRS. This proposed |egislation would inplenment many of
t he recommendati ons of the National Conm ssion to Restructure the Interna
Revenue Servi ce.

The House bill, H R 2676, is known as the “lInternal Revenue Service
Restructuring and Reform Act of 1997.” H R 2676 addresses four broad areas:
(1) Executive branch governance of the IRS and personnel flexibilities;

(2) electronic filing; (3) taxpayer rights (including shifting the burden of
proof); and (4) congressional oversight of the IRS. There are31 provisions
under the taxpayer rights area. The House passed H R 2676 on Novenber 5, 1997.

The Senate Finance Committee held wi dely publicized hearings on the IRS during
the fall of 1997. It is expected to hold additional hearings early this year and
produce its own “IRS Restructuring” bill (likely S. 1096).

CONSI DERATI ON

The federal legislation regarding the taxpayer bill of rights has not been
enacted. Generally, state legislation is enacted after federal legislation, to
allow the state to conform (where applicable) to the new federal |aw. Further,

if AB 1633 is enacted and the federal legislation is not enacted or is revised to
be different than AB 1633, taxpayers may be confused by the differences in

federal and state law. Thus, state legislation in this area nmay be premature.

BOARD POSI TI ON

Pendi ng.

1. Bur den of Proof

EFFECTI VE DATE

Thi s provision would apply to any court proceeding as of January 1, 1999.

SPECI FI C FI NDI NGS

Under federal |aw taxpayers may be requested by the IRS to substantiate itens
reflected on their federal inconme tax returns. The IRS may i ssue a deficiency
assessnent based on: taxpayers’ inability to substantiate itens reflected on
their income tax return or third party information returns (W2s, 1099s, etc.).
If collection is determned by IRSto be in jeopardy, a jeopardy assessnent is

i ssued, whereby the anpbunt of the deficiency is imedi ately due and payabl e.
Taxpayers may protest deficiency assessnents or jeopardy assessnents to the IRS
In the event the assessnent is sustained, under the federal appeals system the
Tax Court (which has a small clains division for amounts of $10,000 or less), a
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U S. district court or the U S. Court of Clainms is the first |evel of judicial
review of IRS actions. In these reviews, a rebuttable presunption exists that
the IRS s determination of tax liability is correct. Taxpayers have the burden
of proving that the RS s action was incorrect and establishing the nerits of
their clainms by a preponderance of the evidence. This reviewis an independent
judicial review by a trial court upon evidence submtted by the parties. Both
t he taxpayer and the IRS can bring actions in appellate courts to appeal final
adverse determ nations, except small clains division determ nations, which are
bi ndi ng.

Under current Personal Inconme Tax Law (PITL) and Bank and Corporation Tax Law
(BCTL), taxpayers may be requested by the Franchise Tax Board (FTB) to furnish
substantiation of the itens reflected on their inconme tax returns. The FTB may
i ssue a proposed deficiency assessnment based on: taxpayers’ inability to
substantiate itens reflected on their income tax return, third-party information
returns (W2s, 1099s, etc.), or information FTB receives fromIRS. In the rare
i nstance that collection is determned by FTB to be in jeopardy, a jeopardy
assessnent is issued whereby the anmount of the deficiency is imediately due and
payabl e.

Taxpayers protest the issuance of a proposed deficiency assessnment or jeopardy
assessnent by filing a witten "protest” with the FTB. The FTB staff reviews the
protest and grants an oral hearing upon request by the taxpayer. The taxpayer's
forum for appealing FTB' s action on that protest is the Board of Equalization
(BOE), as follows:

if FTB has denied a taxpayer's protest of a proposed deficiency assessnent;

if FTB has denied a claimfor refund or failed to act on the claimwthin
six months after it is filed;

if FTB has disallowed interest on a refund claim or

if FTB has issued a "jeopardy"” deficiency assessnent and denied the
taxpayer's charge that collection was not in jeopardy.

The BCE is the first independent administrative |level of review of an FTB acti on.
During the appeal process, the BOE nakes an independent determ nation of the
action. The BOE accepts evidence submtted by the taxpayer and, if requested by
the taxpayer, grants an oral hearing on the matter. |In the independent review by
BCE, there is a rebuttable presunption that the FTB action was correct. Hence,

t axpayers have the burden of producing evidence to show that the FTB s action was
i ncorrect and establishing the nerits of their position by a preponderance of the
evi dence.

In the event of a final adverse BCE decision on an appeal of a proposed
deficiency, the taxpayer’s recourse is to pay the anount due, and file a claim
for refund. After denial of the claim(or a failure by the departnent to act on
the claimwi thin six nonths) or an adverse BCE decision on a taxpayer’s appea
regarding a claimfor refund, the taxpayer may bring an action for refund agai nst
the state in Superior Court. Wth residency matters paynent is not required.

In litigation, as with appeals, there is a rebuttable presunption that the FTB
action was correct. In addition, a taxpayer in a suit for refund is the
plaintiff. Consequently, taxpayers (like plaintiffs in other civil actions) have
the burden of proving that the FTB' s action was incorrect and establishing the
merits of their clainms by a preponderance of the evidence.
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This provision wuld shift the burden of proof fromthe taxpayer to the FTB for
litigation cases provided the taxpayer asserts a reasonable dispute and fully
cooperates with the board with respect to the issue in dispute. This provision
woul d not be construed to override any requirenent under the PITL, Adm nistration
of Franchise and I ncome Tax Laws and Regul ati ons (AFITL) or B&CTL to substantiate
any item

Pol i cy Consi derations

Thi s provision would raise the follow ng policy considerations.

Cenerally in civil cases the burden of proof is on the plaintiff, the
party seeking corrective action. The taxpayer is the plaintiff in al
California Superior Court actions. In addition, for tax cases the

t axpayer has control of the records and docunents necessary to
ascertain the taxpayer’s tax liability.

Supporters of this proposal point to the discussion of the proposed
federal legislation (H R 2676). Menbers of the Ways and Means
Commttee said they were “concerned that individual and small business
taxpayers frequently are at a di sadvantage when forced to litigate
with the IRS. The Commttee believes that the present burden of proof
rules contribute to that di sadvantage. The Conmittee believes that,
all other things being equal, facts asserted by individual and snal
busi ness taxpayers that fully cooperate wth the IRS and satisfy al

rel evant substantiation requirenents should be accepted. The
commttee believes that shifting the burden of proof to the Secretary
in such circunstance will create a better bal ance between the I RS and
such taxpayers, w thout encouraging tax avoi dance.”

Opponents argue that shifting the burden of proof could lead to
reduced conpliance and result in nore intrusive audits to substantiate
the accuracy of an assessnent. Residency and unitary audits could be
more difficult since the informati on nmay be outside the state.

The burden of proof provision of this bill does not conformto the
proposed federal provision. The |anguage provided in this bill does
not: (1) limt the burden of proof shift to the smaller taxpayers, (2)
define what is considered “taxpayer cooperation,” and (3) limt the
provision to court proceedings arising in connection with

“exam nations” conmmencing after the date of enactnent.

Currently, the taxpayer is asked to substantiate the anpbunts reported
on the return, and deductions are considered to be a matter of

| egi sl ative grace. The IRC and R&TC have few statutes that
specifically require substantiation; the requirenment to substantiate
an itemresting mainly in case | aw
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| npl enment ati on Consi derati ons

This provision would raise the follow ng inplenmentati on consi derations.
Departnent staff is available to help the author resolve these concerns.

The ternms “reasonabl e dispute” and “cooperates fully” are not defined.
If the intent is to pattern California |law after the federa

provision, it may be better to conformby referencing the federa

provi sion so that federal regulations (which should be provided by the
IRS to clarify these terns) are effective for California purposes.

Shifting the burden of proof on litigation cases woul d nost
significantly affect clainms for refund that are deenmed deni ed,
residency or unitary cases, and clains in bankruptcy and probate court
proceedings. In refund cases, the departnment may not have had an
opportunity to obtain supporting docunents fromthe taxpayer. It is
uncl ear whether the audit staff would be required to seek additiona
supporting data for all cases to protect the state’s interest in the
event the case is litigated.

One significant departnent workload is assessnents based upon federa
Revenue Agent Reports (changes to gross incone or deductions reported
on the federal return). Currently, such adjustnents are presunmed to
be correct. It is unclear whether this provision would renove that
presunption and require the department to prove that the changes nade
to the federal return are correct.

Currently, FTB retains taxpayer records for a period of three to four
years and then destroys them as authorized under R&TC Section 19530.
Shifting the burden of proof to the departnment may require additiona
records to be maintained and | onger retention of records with

i ncreased costs for storage.

Under certain conditions, this bill would shift the burden of proof to
FTB in ascertaining the “incone tax liability” of a taxpayer. It is
uncl ear whet her the burden of proof would be shifted to the FTB on
issues related to penalty and interest. This anbiguity derives from
the fact that current law is unclear as to whether penalty and
interest are an addition to, and therefore part of, the tax or
sonet hi ng separate and apart fromthe tax.

Techni cal Consi derati ons

The bill makes reference to the “board” as an apparent reference to the FTB.
However, under the PITL, AFITL and BCTL, reference to the “board” neans the
BCE. Anendnents 1 and 2 woul d change “board” to “Franchi se Tax Board.”



Assenmbly Bill 1633 (Otiz)
I ntroduced January 5, 1998
Page 6

FI SCAL | MPACT

Departnmental Costs

The departmental costs associated with this provision are unknown. The
costs could increase, however, to the extent that additional supporting
evi dence woul d be required on all cases to support the state’'s position on
any potential litigation cases.

Tax Revenue Esti mate

This provision would result in unknown revenue | osses.

Tax Revenue Di scussi on

The revenue loss for this bill would be determ ned by those assessnents that
may be revised due to inconplete docunentation to support the assessnment and
revenues | ost from possible negative effects on voluntary conpliance.

Revenue | osses in any given year are unknown. It is not possible to
determ ne the nunber of cases in which the outcome woul d be changed because
of the shift in the burden of proof. It is not clear how the courts would

define “fully cooperate.”

The Joint Commttee on Taxation in its revenue estimte of HR 2676
estimated that shifting the burden of proof would result in a cumulative
revenue | oss of $795 million for fiscal years 1998 to 2002. It has been
expressed at the federal |evel that a negative revenue inpact fromreduced
sel f-assessed reporting may result, which could have an effect on
departnental audit prograns. Because the |anguage of this bill does not
conformto the federal proposed legislation, it is not possible to use the
federal revenue inpact to nmeasure the inpact fromthis bill

2. |l nnocent Spouse

EFFECTI VE DATE

Thi s provision would apply as of January 1, 1999.

SPECI FI C FI NDI NGS

Under current federal |aw spouses who file a joint tax return are each fully
responsi ble for the accuracy of the return and for the full tax liability (joint
and several liability). To avoid joint liability, a spouse nust file as a
“married person filing separately.”

Current federal |law provides relief fromliability for tax, interest and
penalties for “innocent spouses.” To qualify for innocent spouse relief, the
i nnocent spouse must establish all of the follow ng.
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That a joint return was made.

That an understatenment of tax, which exceeds the greater of $500 or a

speci fied percentage of the innocent spouse’s adjusted gross income (Ad)
for the nost recent year, is attributable to a grossly erroneous item of the
ot her spouse.

That in signing the return, the innocent spouse did not know, and had no
reason to know, that there was an understatenent of tax.

The specified percentage of A is 10%if AG is $20,000 or less. Oherw se the
speci fied percentage is 25% (Gossly erroneous itens include itens of gross
income omtted fromreported i ncone and cl ai ns of deductions, credits or basis in
an amount for which there is no basis in fact or |aw

Under current state law as with federal |aw, spouses who file a joint tax return
are each fully responsible for the accuracy of the return and for the full tax
liability (joint and several liability).

Current state law also provides relief fromliability for tax, interest and
penalties for "“innocent spouses” if it is inequitable to hold that spouse liable
for the understatenent. To qualify for innocent spouse relief, the innocent
spouse nust have filed a joint tax return and did not know, or had no reason to
know, of the understatenment. The spouse nmust be innocent with respect to the
entire understatenent.

Thi s provision woul d expand the innocent spouse relief by allow ng proportioned
relief to the extent the liability is attributable to the portion of an
under st atenent of tax which the spouse did not know of and had no reason to know
(e.g., the spouse had reason to know of $5,000 of unreported income and in fact

t he ot her spouse did not report $50,000 of incone).

Pol i cy Consi derations

Thi s provision would raise the follow ng policy considerations.

Thi s provision provides an equitable solution for taxpayers who are
i nnocent with respect to a portion of the liability.

The proposed federal |egislation requires the spouse to request relief
within a reasonable period of tine whereas this provision does not.

| npl enment ati on Consi derati ons

It may be difficult to determ ne what portion of the unreported i ncome or
over st ated deduction the spouse had no know edge of.

Techni cal Consi derati ons

Amendnment 3 would clarify that the innocent spouse can receive relief if he
or she has sone know edge of an understatenent, but |acks know edge of the
extent of that understatenent.
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Departnmental Costs

Thi s provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

Al t hough an innocent spouse may be relieved of part of his or her tax
obligations, the other spouse would be fully liable to pay any tax
assessnent. \While this provision could delay revenue collections and could
result in actual revenue | osses in cases where the departnent cannot coll ect
fromthe other spouse, these inpacts in any given year are specul ative but
may not be particularly significant.

3. Electronic Filing

EFFECTI VE DATE

This provision would apply as of January 1, 1999. This provision would specify
that goals regarding electronic filing should be attained by the year 2007.

SPECI FI C FI NDI NGS

Current federal |aw and prograns provi des the taxpayer with the option of filing
an electronic return in lieu of a paper return. The IRS conducted the first test

of electronic filing in 1986, for a |imted nunber of tax year 1985 returns. In
1990, the IRS permtted nationwi de electronic filing of returns that had refunds
owing. In 1991, the IRS accepted electronically filed returns that had bal ances
due. In 1993, the IRS established an electronic filing goal of 80 mllion tax
returns by 2001. During the 1997-filing season, the IRS received approxi mately
20 mllion individual tax returns el ectronically.

Current state law and prograns, |ike at the federal |evel, provide the taxpayer

with alternatives to paper returns. Taxpayers nmay choose to prepare returns

t hensel ves, purchase software to prepare returns or use the services of a tax
preparer. There are currently two electronic filing nethods for personal incone
tax (PIT) returns, Telefile and ELF.

For the Telefile program FTB provides a free booklet, instructions and worksheet
to PIT taxpayers who are eligible to file Form 540EZ (wage incone only, no
dependents, no item zing). Taxpayers use FTB' s toll-free nunber to phone in the
tax return data. No formor paper is sent to FTB unless there is an anpbunt due.
In that case, the taxpayer mails the check with a voucher and incurs only cost of
post age and envel ope.

For the ELF program nore than 95% of all tax returns filed by individuals could
be filed electronically (there are few restrictions, and even nonresident returns
are included as of the 1997 tax year). No paper is sent to FTB unless there is
an amount due. |In that case, the taxpayer mails the check with a voucher and

i ncurs cost of postage and envel ope. The return may be filed in three ways under
the ELF program
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The taxpayer prepares his or her return using fornms and instructions

provided at no cost by FTB (direct mail, Internet, distribution sites). The
t axpayer then pays a transmitter to transnmit the return (fees range from $1
to $100).

The taxpayer hires a preparer to conplete and transmt the return.

The taxpayer buys tax preparation software, prepares the return and for an
additional fee, e-mails the return to the software provider for transmn ssion
to FTB.

Currently, 92%of all tax returns are filed on paper. FTB s current goals in
nmoving to a paperless environnment is to have 16% of PIT returns filed

el ectronically by the year 2000 and 60% of PIT returns filed electronically by
the year 2010. Electronic filing makes the processing of returns nore efficient
because el ectronically-filed returns usually are prepared using conputer software
programs with built-in accuracy checks, undergo pre-screening by FTB, and
experience no key punch errors.

This provision would declare the Legislature’ s intent that paperless filing is
the preferred formof filing and that by the year 2007, no nore than 20% of al
returns should be filed on paper.

Pol i cy Consi derations

This provision would raise the follow ng policy considerations.

Electronic filing benefits taxpayers by providing a convenient nmethod to
file returns, acknow edgenent of receipt, nore efficient processing and
faster refunds. However, some taxpayers may resist filing by electronic
met hods, especially if they nust incur costs (e.g., software prograns,
transmtter fees and conputers) for filing electronically. In addition
sone taxpayers may insist on filing paper returns due to the perception
that “ol d-fashioned” filing makes it less likely that their return wll
be selected for audit.

Thi s provision would not require tax returns to be filed electronically
and woul d not require paynment to be received electronically or the
departnment to transmit refunds el ectronically.

Electronic filing may increase costs for secure transm ssions to
saf eguard taxpayer information.

| npl enment ati on Consi derati ons

To the extent this provision expedites FTB's current electronic filing
goals, the follow ng inplenentation considerations have been identified.
Departnent staff is available to help the author resolve these concerns.
Addi tional concerns may be found as staff continues to review this
provi si on.

Legi slation may be required to inpose an electronic filing requirenent on
t axpayers to achi eve 80% parti ci pation.
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Wth the shift in the burden of proof, as provided in this bill
correspondi ng evidentiary changes may be required under current lawto
accommdat e a paperless environnent for adm nistrative and court
procedures for tax assessnents.

The department may need additional processing equipnment to retain the
return information for conpliance purposes.

Techni cal Consi derati ons

Amendnent 4, provided at the request of the author’s staff, would nake the
maxi mum paper return percentage consistent with the mninmum el ectronic
return percentage by applying both percentages to PIT returns.

Amendnents 5, 6 and 7 woul d change “board” to “Franchi se Tax Board.”

LEG SLATI VELY MANDATED REPORTS

This provision would require the departnment to include in its annual report to
the Legislature FTB' s progress in neeting the goal of 80% of personal inconme tax
returns filed electronically by year 2007 and any necessary | egislative changes
to assist FTB in neeting that goal.

FI SCAL | MPACT

Departnmental Costs

To the extent this provision expedites FTB's current electronic filing
goal s, additional costs may be incurred. However, operational savings may
result fromnore efficient processing of returns filed electronically or by
t el ephone.

Tax Revenue Esti mate

Thi s provision woul d have no inpact to PIT and B&CT revenues.

4. SOL/Financially D sabled Taxpayers

EFFECTI VE DATE

This provision would apply to periods of disability before, on, or after
January 1, 1999. However, this provision would not apply to any claimthat is
barred by the operation of any law or rule of [aw as of January 1, 1998.

SPECI FI C FI NDI NGS

Current federal lawrequires a taxpayer to file a claimfor refund within three
years of the filing of the return or within two years of the paynent of tax,
whi chever period expires later (if no returnis filed the two-year limt
applies). A refund that is not filed within these tinme periods is rejected as
untimely.
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Current state lawrequires a taxpayer to file a claimfor refund within four
years fromthe due date (without regard to extensions) or one year fromthe date
of paynent of tax, whichever is later. |In the case of a California waiver of the
statute of limtations (SOL), the period for filing a claimfor refund is the
period of the waiver or one year fromthe date of overpaynent, whichever is
later. 1In the case of a federal waiver, the period for filing a claimfor refund
is six nonths fromthe expiration of the federal waiver.

Current state lawrequires the taxpayer to notify FTB if the anpbunt of gross

i ncome or deductions reported to the IRS for any year is changed, either by the
taxpayer or federal authorities. The taxpayer has six nonths fromthe fina
federal determination date to report the change to FTB. Cains for refund nust
be filed within two years fromthe date of the final federal determ nation

Current state |law all ows taxpayers to file a claimfor refund up to seven years
after the due date of the return in the case of bad debts, worthl ess securities
or erroneous inclusion of recoveri es.

Thi s provision would suspend the SOL for certain refund clains for a period where

the taxpayer is “financially disabled.” The financial disability of an
i ndi vi dual woul d be established through procedures and requirenents of the FTB.
A “financially disabled individual” is an individual unable to manage his or her

financial affairs because of a nedically determ nabl e physical or nental
inmpairment that is expected to result in death or to |ast for a continuous period
of at |east one year. An individual would not be financially disabled for any
period that the individual’s spouse or any other person is legally authorized to
act on that individual’s behalf in financial matters.

Pol i cy Consi derations

Thi s provision woul d assist taxpayers with severe disabilities by allow ng
clainms for refund after the normal statute of limtations has expired.

On the other hand, this provision wuld create an unlimted SOL for clains
for refund allow ng taxpayers with I ong periods of disability to make a
cl ai m even though evidence may have been | ost through the passage of tine.

| npl enment ati on Consi derati ons

I npl enentati on of the provision of this bill would occur during the
departnent’s normal annual system update.

Techni cal Consi derati ons

As requested by the author’s staff, Anmendnent 8 would include clains for
refund based upon federal changes and bad or worthl ess debts or securities
in this provision.

Amendnment 9 woul d change “board” to “Franchi se Tax Board.”
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Departnmental Costs

Thi s provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

This provision would result in revenue |osses of $2 mllion for 1998-99 and
$1 mllion for 1999-00. Revenue | osses for 2000-01 would be m nor, |ess
t han $500, 000.

Tax Revenue Di scussi on

The revenue inpact of this provision was based on federal projections.



Marion Mann DeJong
(916) 845-6979
Doug Bramhal |

FRANCHI SE TAX BOARD S
PROPOSED AMENDIVENTS TO AB 1633
As | ntroduced January 5, 1998

AVENDMENT 1
On page 2, line 3, strikeout “board” and insert:
Franchi se Tax Board
AVENDMENT 2
On page 2, line 9, strikeout “board” and insert:
Franchi se Tax Board
AVENDMENT 3

On page 3, nodify line 3 as follows:

know of, the extent of that understatenent, and

AVENDMENT 4
On page 5, line 18, strikeout “board” and insert:
Franchi se Tax Board
AVENDMENT 5
On page 5, nodify line 16 as fol |l ows:

2007, no nore than 20 percent of al personal income tax returns should be

ANVENDMENT 6
On page 5, line 20, strikeout “board” and insert:

Franchi se Tax Board
AVENDMENT 7

On page 5, line 24, strikeout “board” and insert:

Franchi se Tax Board



AVENDMENT 8
On page 5, nodify line 28 as foll ows:

The periods specified in Section 19306, 19308, 19309, 19311, and 19312 and-19309

ANVENDMENT 9
On page 5, line 39, strikeout “board” and insert:

Franchi se Tax Board






